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The possibility that government investment can stimulate private sector investment has long been
suggested. Until recently, an appropriate model to test for the relationship in developing countries
has been absent. In 1984, Blejer and Khan developed and estimated a model for 24 developing countries
between 1971 and 1979. They found that higher rates of investment took place when the private
sector took a large role in capital formation. This paper estimates a similar model for one developing
country, Pakistan, for the period 1972 to 1995. Our results are broadly similar to those obtained
by Blejer and Khan and we suggest ways for the Pakistan government to stimulate the private sector
by selective types of public investment.

I. Introduction

The possibility that government investment, especially infrastructure, can stimulate private sector
investment has long intrigued economists and policy makers alike. The government's role in
prompting private sector investment is clearly suggested in Hirschman's (1958) unbalanced
development strategy. Since the private sector in many developing countries might be unwilling
to undertake large scale investment projects with the concomitant risks, the government could
act to lower costs of commercial production in sectors like transportation and energy and thus
stimulate private investment. If increases in government investment (economic or social overhead
capital) prompt private sector investment, it would seem that the public sector has a powerful
tool at its disposal to help guide the nation's development.

Government investment is envisioned as creating profitable areas of investment for both
current and new private investors. If developing countries pursue Hirschman's growth strategy
they should experience sustained rates of private sector investment stemming from the expansion
of economic and social overhead capital.

One of the difficulties in learning more about the effectiveness of government investment
programs is a large gap between theory and model specification in developing countries. In an
important study, Blejer and Khan (1984a) (B & K) developed and estimated a model to describe
the relationship between private and public sector investment in developing countries. They examined
pooled data for 24 countries between 1971 and 1979 and found that higher rates ,of investment
took place when the private sector took a larger role in capital formation. Also they noted that
the average growth rate of the economy went hand in hand with larger shares of private investment.
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